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ABSTRACT
This paper research whether there is the relationship between internal audit and
company performance in China or not. In order to better explore the relationships and
for accuracy, the empirical result uses a sample with 987 companies, 8782
observations and 9-year period which is from 2007 to 2015. The results of regression
is identical to one of my hypothesis according to the literature review. The results
show that there is significant and positive relationship between internal audit and
company performance. Although people may believe that larger internal audit size
may add burden to companies and make companies earn less net income, the
regression results suggest that companies should have large size audit cause larger
size audit make company more effectively and make more profit. The internal audit
play an extremely important in company performance.
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1.INTRODUCTION

In one company, it is necessary for every company to have internal audit which is an

essential part of company. Without internal audit, companies may appear many kinds

of problems and trouble. The aim of this study is to research whether the internal audit

play a role on company performance. If there were, this study would explore how the

internal audit play a role on company performance. Professional auditing standards

recognize may contribute to the financial statements under certain conditions

(NASDEQ, 2013). The quality of financial statements is strongly related to the

company performance. However, because there are some frauds before such as Enron,

AOL and Xerox, prodigious attention has already been paid to the company financial

reports. In these scandals, there are a great number of huge differences between the

disclosed information and company real financial situations. These scandals reflect

the importance and the necessity of the internal audit. Furthermore, the company

should not only have internal audit, but also have a certain scale of internal audit in

order to avoid fraud and improve the quality of the financial statements.

A great number of Chinese companies do not pay much importance to internal audit.

(Shira & Associates, 2019). Because of this prodigious problem, the monitoring

aspects of Chinese corporate governance begins to primary focus on the internal audit.

According to the company law of the people's Republic of China and other relevant

regulations, all enterprises, especially foreign-invested enterprises in China, including

wholly foreign-owned enterprises, joint ventures, foreign-invested commercial
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companies and representative offices, must conduct internal and external audits.

Although China's audit process function is now closer to Western practices than in the

past, there are still some differences and characteristics that can easily trip foreign

companies (Shira & Associates, 2019). No. 29 standard of the State Audit Law

stipulates the establishment of internal audit units, which must accept the guidance

and supervision of local governance(State Audit Law, 2002). Because of enacting the

company law mentioned before, it is much more helpful for corporate governance to

detect and find fraud and misstatement so that it is effectively to avoid fraud and

misstatement. This regulations present the importance of internal audit. Through the

internal audit process, internal auditors can help enterprises find errors in daily

operations so that correct these errors in time and improve the quality of the financial

statements (Daugherty, 2015), which better develop company performance. For

Chinese enterprises, the accounts related to purchase and sale are usually the most

vulnerable areas in the annual audit (Barron, 2002), so it usually takes more time to

review these accounts and ensure the authenticity and accuracy of accounting data.

This is done by comparing transactions with the corresponding contract, invoice,

order, and inventory changes. The core principles of internal control vary little among

countries. In fact, China's internal control legislative framework reflects the

corresponding legislation of the United States to a large extent. However, in practice,

the problems in the daily operation of Chinese enterprises provide a unique business

environment for the implementation of internal control (Shira & Associates, 2019).

China's unique legal features, such as company seals, require the establishment of
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internal control systems that most western countries may not need (Shira &

Associates, 2019). The risk of company seals are high. It's not uncommon for

employees who realize they will be fired to use the company's seal as a bargaining

chip to negotiate severance payments. Even if the intention is not malicious, improper

use may cause bad losses. Therefore, all companies in China should establish a sound

internal control system to ensure that employees use the seal legally. One of the

controls is to assign the responsibility for redundancy to key personnel, such as the

chairman of the board of directors, rather than ordinary employees involved in daily

operations. According to these actions, it can reflect Chinese corporate governance is

ready to take internal audit strongly seriously.

The topic of influencing factors of financial report quality has attracted the attention

of many researchers, among which the independence and expert nature of audit

committee have been carefully examined. Consider the potential of internal and

external auditors as alternative oversight mechanisms (Anderson et al.,1993), both the

external auditors and their clients are interested in the internal and external audit costs

incurred by the external audit (Gramling, 2002). Due to there are seven decades years

past, the contribution of the possibility of reducing external audit costs to internal

audit has been discussed (Thurston, 1949), Gramling (2002) explores the relationship

internal audit fee and internal audit contribution. In order to get the exactly internal

audit contribution, he makes cross section regression model based on the prior study.

However, although Chinese corporate governance take lots of actions to improve the
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quality of internal audit, some Chinese companies still do not take it seriously (Shira

& Associates, 2019). They set up internal audit department just to obey Chinese law

so that they do not get punished from corporate governance. In other words, they do

not pay much attention to internal audit and they do not invest and spend large money

to improve the quality of internal audit, which could lead to serious internal control

problems and finance scandals.

Internal audit quality are always examined by many different kinds of methods and

data. Some researchers (Rose, 2014) propose internal audit committee size is the best

data to explain internal audit quality. However, Grambling (2002) comes up with the

internal audit fee can not only explain audit committee size, but also measures internal

audit quality (Grambling, 2002). The independent variable is internal audit fee. On the

other hand, Nishikawa identifies net income is the best dependent variable to prove

whether the firm performance of a company is good or not (Nishikawa, 2016). The

dependent variable is net income. In order to analyze the quality of internal audit to

the company performance, it is necessary to include these control variables including

ROA (return on assets, total assets and debit to equity in model. The results show that

internal audit has positive relationship with company performance. It means when a

company spend more money in internal audit, it could make more profit.
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In order to attract more and more companies to pay much attention on the quality of

internal audit, this study explores the relationship of internal audit and company

performance and get the results the relationship is positive. Based on this point, this

study makes a great deal contributions on developing and improving internal audit

department.

The remainder of this study is composed with the last five sections. Here is the section

1, introduction. Section 2 is literature review section. It discusses published

information and knowledge about internal audit and company performance or some

prior researches is highly related to this study. In addition, my research methodology

and empirical results are based on literature review to continue. Section 3 is

hypothesis development. MY hypothesis is based on literature review and prior

studies. After I organize and collect, I get two hypothesis. Section 4 is research

methodology. It describes specific study measurements. Section 5 is empirical results.

It gets the results (the relationships between internal audit and company performance)

through data model regression analysis. The last section 6 is conclusion. It

summarizes this study and restate the findings and conclusion through the whole

research.
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2.LITERATURE REVIEW

Audit, which includes external audit and internal audit, has been always one of the

most important things in each company. However, the debate still exists about how

does the internal or external audit influence a firm performance. In other words, the

debate is about the rule of audit function in firm performance. However, the external

audit is not finished by the company employees. The company entrusts auditing

institutions to audit the company's financial statements. The following discuss is

about how the internal audit play a role in company performance.

Some business scholars investigated that how to better measure a firm performance in

terms of data. McShane (2011) identifies firm value is the best dependent variable to

prove whether the firm performance of a company is good or not. Firm value, which

is defined as market value by the book value (McShane, 2011). In addition, NI is

equal to net income, calculated by subtracting sales costs, sales, general and

management expenses, operating expenses, depreciation, interest, taxes and other

expenses from sales (Nishikawa, 2016). NI appears in the company's profit and loss

statement, which is an important indicator to measure the profitability of the

company.

In 2013, the National Association of Securities Dealers Automated Quotations Stock

Market LLC (NASDAQ) proposed a rule change that would require all NASDAQ

registrants to maintain an internal audit function (IAF) (NASDAQ ,2013). The New
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York Stock Exchange (NYSE) has required registrants to maintain an IAF since 2006.

Similarly, advocates of corporate governance have been emphasizing the role of IAF

in improving the quality of financial reporting (Daugherty, 2015). Trotman (2018)

discusses the concept of internal audit function quality from the perspective of

multi-stakeholders through interviews with 36 major groups of internal audit

stakeholders, including members of audit committee, senior management, internal

audit supervisors and outsourcing partners of major accounting firms. Based on the

established quality framework, Trotman (2018) considers quality as a

five-dimensional structure (including input, process, output, result and context) to

adapt to the internal audit environment. Trotman finally finds that different

stakeholder groups pay attention to different quality dimensions when evaluating the

quality of IAF. In addition, Gramling (2002) used cross-sectional regression model

based on previous audit cost studies to prove that internal audit contribution is an

important determinant of external audit costs. Gramling also build a model which

provides evidence for the determinants of company performance with internal audit

contributions. The model showed that company performance is influenced by the

quality of internal audit, which depends on the internal audit independence, the

effectiveness of internal audit and the satisfaction level of external audit

towards.(Gramling, 2002). In addition, Gramling (2002) research results show that the

contribution of internal audit to the audit of financial statements is an important factor

in determining the cost of internal audit. The findings show that the greater the

contribution of internal audit, the lower the cost of internal audit.
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The topic about the factors that affect the quality of internal audit has attracted many

researchers' attention, among which the independence, expert and other characteristics

of internal audit have been carefully examined. Based on the previous research, with

the increase of the proportion of internal audit experts, the quality of internal audit is

also improved, and the independence of internal audit is also improved (Rose,

2010).The internal audit function must have sufficient quality level so that external

auditors can consider the internal audit work as the qualified evidence to complete the

audit of financial statements (Rose, 2010). Previous experimental studies have

supported a positive correlation between internal audit quality and the contribution of

internal audit to financial statement auditing (Ikhalik, 2005). Therefore, professional

auditing standards and existing research show that the contribution of internal audit to

financial statement auditing is positively related to the level of internal audit quality.

Daugherty explores the interaction model of internal audit quality (IAQ) quality

(including competence and independence) in order to better understand IAQ as a

determinant of the effectiveness of financial reporting regulators. Daugherty’s tests

support the hypothesis that the coexistence of competence and independence is a

necessary prerequisite for the effectiveness of IAF financial reporting. The results

show that the quality of internal audit depends on the independence of internal

auditors (Daugherty, 2015).
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3.HYPOTHESIS DEVELOPMENT

H1:

The IAQ (Internal Audit Quality) and Company Performance have the positive

relationship.

It means the better internal Audit Function is, the better Firm Performance is.

According to the literature review, some scholars has been stated that the better IAF

have positive influence with financial report. The firm value and net income are in

financial statement. Therefor, the IAF has the positive relationship with firm

performance.

H2:

The IAQ (Internal Audit Quality) and Company Performance have no relationship.

It means the IAQ has little or has no correlation with company performance.

4.RESEARCHMETHODOLOGY

Data

In order to find out the relationship between IAF( Internal Audit Function) and firm

performance, this paper adopt correlational research method.
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This study examines the quality of IAQ and its potential impact on the quality of

financial reporting, and concludes that competence and independence are necessary,

but not sufficient factors to determine the quality of IAQ independently (Trotman,

2018). Where internal audit fee represent the competence of internal audits. The more

internal audit fee should pay every year, the higher competence of internal audits are

(Rose et al., 2013). It is expected that a competent internal auditor will be more likely

to discover misstatements in the financial statements, which will affect the accuracy

of internal audit and the supervision of the company's performance (Trotman, 2018).

However, the report of the misstatement found is also related to the auditor's

independence or objectivity (Daugherty, 2013). This study assume that quality of

internal audit and internal audit independence are two fully different structures and

must interact to ultimately affect the quality of financial reporting, which can

effectively explain the company performance. In addition, IAQ (Internal Audit

Quality independence is measured by audit committee influence. Both external and

internal audit standards believe that the independence of internal auditors is the direct

function of the reporting relationship between the internal audit committee (Trotman,

2018).

Research design and model specification

The purpose of this research is to figure out the relationship between internal audit

quality and company performance. The researcher will interpret variables that have
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been used to measure internal audit quality and company performance. In the

quantitative study, correlation analysis is used to test the relationship between them,

and cross-sectional study design is used to analyze the data. The general form of the

model is:

NI it = β0 + β1 (Fee it) + β2 (TA it) + β3 (ROA it) + β4 (DtE it ) + β5(FFAR it) +

β6 (SIZE it)

Where:

i = natural number (1, 2, 3, ... )

t = time (in year, from 2007 - 2015)

NI = Net income

Fee= Internal Audit Fee

TA= Total Assets

DtE= Debit to Equity

ROA= Return on Assets

Control variable

We have control variables that may affect the level of abnormal accruals. We expect

that the total assets will enlarge the scale of accruals (dechow et al., 2002). Therefore,

we predict that the size of the company is positively related to the accrued profit and

negatively related to the accrued profit. In addition, our control variable include debit
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to equity which is equal total liabilities divide total equity, ROA (return on assets)

which is equal net income divide total assets.

5.EMPIRICAL RESULTS

All data used in this study are from CSMAR. Sample includes 987 companies，about

8780 observations and 9-year observations which are from 2007 to 2015 because

there are the data of IV and ID from 2007 to 2015 in CSMAR. In the process of data

preprocessing, excel is used for data merging. The 9-year observation is for accuracy.

More data could ensure more accuracy. At the same time, for accuracy, missing data

in variables and outliers is eliminated.

Table 1: Descriptive Statistics

Descriptive Statistics

Variable Obs Mean Std. Dev. Min Max

Tcost 8255 1063485.2 1328766.7 100000 18000000

Netincome 8780 3.881e+08 2.019e+09 -1.405e+10 5.100e+10

Tassets 8780 1.640e+10 1.423e+11 0 5.044e+12

roa 8777 2.791 251.078 -51.947 23509.77

DtE 8776 1.536 33.438 -2266.74 685.947

Tcost is the total internal audit fee every year. Netincome is the net income of the

company yearly. Tassets is the total assets. ROA is return of assets, using the formula
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roa= net income/ total assets. DtE is debit to equity, using the formula dte= total debit/

total equity.

Table 1 shows descriptive statistics for all variables (Audit cost, net income, ROA,

DTE, Total assets) used in this study. The mean value of audit fee (Tcost) is about

1063485. The standard deviation of audit fee is 1328766. Meanwhile, audit fee has a

min value of 100000 and max value of 18000000. Similarly, the mean value of net

income is 3.881e+08. The standard deviation is 2.019e+09, the min value is a

negative value of --1.405e+10 and the max value is 5.1e+10. The mean value of total

asset is 1.640e+10, with the standard deviation of 1.423e+11, min value of 0 and max

value of 5.044e+12. Meanwhile, the mean of roa is 2.791. The standard deviation is

251.78. As for DtE, the mean is 1.536 and the standard deviation is 33.438 which is

more intensive than the roa.

Table 2

Matrix of correlations

Variables (1) (2) (3) (4) (5)

(1)

Netincome

1.000

(2) roa 0.004 1.000

(3) Tcost 0.472 -0.004 1.000

(4) Tassets 0.807 -0.001 0.385 1.000

(5) DtE 0.015 -0.001 0.016 0.023 1.000
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As shown in Table 2, correlation coefficient is calculated to prove the relationship

between dependent variable and explanatory variable, and determine the direction and

quantity of the relationship. Since little independent variable is highly correlated with

other independent variables, there is no multicollinearity problem in the regression

equation. The result show that Tassets has highly correlated with the Netincome. It is

because the prodigious size companies have large assets and the prodigious size

companies could earn more profit (Barron,2012). According to the roa= net income/

total assets, the mean of roa is 2.791 and the standard deviation is 251.78 which

means the roa is a little stable with the value of 2.791. This is the reason why Tassets

has highly correlated with the Netincome. There is a week positive correlations

between with the DtE with Tcost and there is a negative correlation between roa and

Audit fee.
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Table 3

(1)
VARIABLES Netincome

Tcost 295.835***
(28.074)

roa 50,572.651
(1.013)

Tassets 0.010***
(108.918)

DtE -329,782.543
(-0.873)

Constant -8.907e+07***
(-5.310)

Observations 8,251
R-squared 0.681
Year FE YES
Industry FE YES
Adjust R-sq .68102195

t-statistics in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Table 3 shows regression result of this study. As table 3 shows, the regression

equation is

Netincome = 295.780 Tcost + 50572.651 roa + 0.010 Tassets + -330109.079 DtE -

8.885e+07

As mentioned before, net income and ROA can effectively explain the company

performance. In table 3, the Tcost (Audit fee) has 295.835 regression with Netincome,

which means there are not highly regression between these two variables. However,

as control variables, Tassests and DtE have 0.010 and negative numbers with

Netincome, which means Tassests and DtE have significance regressions with
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Netincome. The p-value of Tcost and Tassetsis are also less than 0.01, which means

there is much more confident with the result. Meanwhile, R-square is the proportion

of variance of dependent variable explained by independent variable, the R-squared

between netincome with other variables is 0.68102113 and it present there is good

correlation and regression between the Tassest , roa and net income with Tcost. At the

same time, the model show that the IAQ( Internal audit quality) has the relationship

with audit fee, Is the internal audit report is valid, Is the internal audit report is

deficiency. The IAQ explain the quality of the net income. In conclusion, table 3 also

shows that audit fee have a positive and significant effect on net income and ROA,

which also coincides withe the hypothesis.

6.CONCLUSION

The aim of this paper is to investigate whether there is relationship between the

quality of internal audit and company performance and if there were, what kind of

relationship between the quality of internal audit and company performance. The

empirical results show that the quality of internal audit has significant positive

influence on company performance. The purpose of this study is to explore the impact

of internal audit on corporate performance. If so, this study will explore the impact of

internal audit on corporate performance. In some cases, recognized professional

auditing standards may contribute to the preparation of financial statements

(NASDAQ, 2013). The quality of financial statements is closely related to the
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company's performance. The regression result shows that the internal audit fee has

positive relationship with net income. As mentioned before, the contribution of the

internal audit quality is strongly related to the internal audit fee (Gramling, 2002).

Nishikawa (2002) identifies firm value is the best dependent variable to prove

whether the firm performance of a company is good or not. Based on these points,

internal audit fee could be an independent variable to present internal audit. In other

words, internal audit plays a positive role on company performance. It is expected that

a competent internal auditor will be more likely to find misstatements in the financial

statements, which will affect the accuracy of internal audit and the supervision of the

company's performance (Trotman, 2018). However, the misstatement found is also

related to the auditor's independence or objectivity (Daugherty, 2013). This study

assumes that the quality of internal audit and the independence of internal audit are

two completely different structures, which must interact to ultimately affect the

quality of financial reporting and effectively explain corporate performance.

There are two prodigious contributions to literature. Firstly, through literature review,

we can find that the quality of the company's financial statements (firm value and net

income) can reflect the quality of the company's performance, which is of great

significance to the study of the company's performance in the future. The other is

China has introduced the audit committee system, which is a special case of its

influence in recent years. In this study, the effectiveness of audit committee in China

is also considered. At the same time, after the significant and positive relationship
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between internal audit and company performance is disclosed to the public. Chinese

company may attach much importance to internal audit department.

According to Dazan Shira & Associates (2019), more and more Chinese companies

set up internal audit department. However, some companies’ internal audit quality is

not improved and some companies do not attach importance to internal audit. This

limits the development of internal audit. In order to get accurate internal audit

contribution, Gramling (2002) established cross-sectional regression model on the

basis of previous studies. However, despite many actions taken by Chinese corporate

governance to improve the quality of internal audit, some Chinese companies still do

not take internal audit seriously (Shira & Associates, 2019). They set up their internal

audit department just to comply with Chinese laws and avoid being punished by

corporate governance. In other words, they do not pay attention to internal audit, nor

invest a lot of money to improve the quality of internal audit, which may lead to

serious internal control problems and financial scandals.Through the internal audit

process, internal auditors can help enterprises find errors in daily operations, so as to

correct these errors in time and improve the quality of financial statements (Daugherty,

2015), so as to better develop the company's performance. For Chinese enterprises,

the accounting subjects related to purchase and sale are usually the most vulnerable

areas in the annual audit (Barron, 2002), so it usually needs more time to review these

subjects to ensure the authenticity and accuracy of accounting data.



19

For this paper, there exists some limitations like other researchers. I can divide these

limitations into categories. The first is data set. Because there are the data of IV (Is the

internal audit report is valid) and ID (Is the internal audit report is deficiency) just

from 2007 to 2015 in CSMAR. The data set is not large enough and may exist some

errors. The second is variable. This study just have one independent variable and one

dependent variable. Net income may not explain company performance effectively

and internal audit fee may not present the quality and contribution of internal audit.

Control variable is the third limitation. Even though there are five control variables

existing in the model. However, the independence of the internal audit gets form one

model because of the lack of relevant data.
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APPENDICES

Variable Description

Variables Description

Fee Internal audit fee

IAQ Internal audit Quality

IV Is the internal audit report is valid ( 1 is valid, 2 is not, according

to the external audit)

ID Is the internal audit report is deficiency( 1 is deficiency, 2 is not,

according to the external audit)

i natural number (1, 2, 3, ... )

t time (in year, from 2007 - 2015)

NI Net income = total revenue - total expense

Fee Internal Audit Fee

TA Total Assets

DtE Debit to Equity = total liabilities / total equity

ROA Return on Assets = net income / total assets
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